Introduction
The transition in the sources of growth away from the mining sector continued in 2015-2016. However, this transition was narrowly focused, primarily occurring in residential investment and nonresource exports. Nominal non-mining private business investment grew only moderately.
Inflation was weak during 2015-2016. This reflected low global energy prices, together with subdued domestic final demand and wages growth, despite some improvements in the labour market. This lowinflation environment was a factor contributing to monetary policy being eased once during 2015-16 and again subsequently. The cash rate reached 1.5 per cent, a new low for the inflation-targeting period. Alternatively, fiscal policy settings were little changed.
Looking forward, the concentration of the transition in sources of growth in the housing sector poses risks due to the substantial amount of higher density housing coming on line in several cities. Growth in resource exports, particularly liquefied natural gas (LNG) exports, will support overall output growth, despite a probable continuation of subdued domestic demand (Table 1) . Wages and inflation growth appears likely to remain low and consequently monetary policy accommodative. Key international sources of the uncertainty surrounding the outlook include the prospects for Chinese economy and the future conduct of economic policy in the United States.
This article is structured as follows. In Section 2, we discuss both the international economic developments that have impinged on the Australian economy and developments in the terms of trade and the real exchange rate. Section 3 summarises developments in the labour market, inflation, financial markets and the real economy. A focus of Section 3 is on recent developments and the outlook for residential investment. Finally, Section 4 concludes.
International Influences
The global economy continued to recover in 2016, although at a slower-than-expected rate. The International Monetary Fund (IMF) currently projects global economic growth in 2016 to be 3.1 per cent, down from forecasts of 3.6 per cent made last year (IMF 2016) . Growth is expected to pick up moderately in 2017, reaching 3.4 per cent ( Figure 1) . A sizeable component of this improvement is due to improvements in emerging and developing economies.
The United States
In the United States, growth in 2016 to date has been lower than expected and this has been a major factor behind the downward revisions to the forecasts for global growth.
The US labour market, however, improved further, with the unemployment rate averaging 4.9 per cent in the first three quarters, its lowest level since 2008 (Figure 2) . A caveat is that the participation rate also is at a low level by historical standards. This partially reflects the ageing of the population, such as baby boomers retiring, although it is likely that there also is a cyclical component. 1 Nevertheless, the improvements in the labour market supported strong consumption growth in the first half of the year. Output growth overall was held down by weak non-residential investment and a sizeable drawdown of inventories, although growth improved in the September quarter.
Despite considerable uncertainty about the future conduct of economic policies in the United States, the Federal Reserve continued the gradual process of returning to normal monetary policy with an increase in the federal funds rate in December.
Europe
Output growth in the Euro area is forecast by the IMF to moderate in both 2016 and 2017. This is despite an expected small pick-up in growth in Germany in 2016 and little change in France and Italy. The IMF attributes low oil prices, expansionary monetary policy and fiscal policy in 2016 as factors which are contributing to growth. Nevertheless, a slowing is expected in Spain, particularly in 2017 ( Figure 3 ).
The ultimate impacts of Brexit (the United Kingdom's decision to leave the European Union) are unclear, as the fate of institutional and trade arrangements between the United Kingdom and the European Union presently are uncertain. The IMF notes that this uncertainty is weighing on growth in the Euro area and forecast a sharp slowdown in the United Kingdom.
The Bank of England in August in response to the Brexit decision lowered the bank rate and introduced a package of additional measures to boost growth and return inflation to target (which presently is very low).
2 The European Central Bank in December announced that its quantitative easing program will continue until at least the end of 2017, although monthly asset purchases will be less.
Japan
The IMF projects Japan's gross domestic product (GDP) growth to be 0.5 per cent in 2016 and to increase only marginally in 2017. Inflation has continued to be largely absent in Japan in 2016, well below the 2 per cent target set by Bank of Japan (Figure 4 ). The labour market has improved, supporting growth in unit labour costs (RBA 2016a). A range of new measures, including a negative interest rate policy and targeting long interest rates, was announced by the Bank of Japan throughout 2016. Despite these policies, the improved labour market and a further round of fiscal stimulus, the IMF forecasts the weakness in inflation to continue in 2017 ( Figure 4 ).
China
Growth in China is expected by the IMF to fall into the target range set by the authorities of 6.5-7.0 per cent in 2016. In 2017, growth is expected to slow further, to about 6.2 per cent. The slowdown of China's economic growth to its 'new normal', as labelled by President Xi Jinping, continued in 2016. Positive factors, including stable domestic macroeconomic conditions and progressive supply-side structural reforms to reduce excess industrial capacity and shed unviable assets, have boosted the Chinese economy onto a more sustainable, consumption-led growth path. Difficulties, such as the resettlement of employees from over-capacity heavy industries (such as steel and coal), which have been displaced by these reforms, remain. In recent years, China's reduced reliance on import-and resource-intensive investment has adversely impacted commodity-exporting countries, such as Australia, by lowering commodity prices.
China's credit to GDP ratio has risen steadily and quickly since 2008, primarily reflecting lending to the corporate sector ( Figure 5 ; see Kent 2016a). More recently, property prices in Tier 1 cities, such as Beijing, have grown rapidly ( Figure 6 ). Government policy, which encourages purchases of housing with the goal of reducing the level of inventories, and a range of stimulus measures implemented since 2014, such as further urbanisation, have contributed to the latest strengthening of the housing market in major cities (RBA 2016b) . Recently, local governments in some regions have introduced measures attempting to cool these markets. This combination of rapid increases in property prices and indebtedness poses potentially serious risks to the Chinese economy.
Chinese growth has been supported by a depreciation in the renminbi. In the second half of 2015, the peg was changed to a basket of currencies instead of the US dollar and a sharp depreciation against the US dollar occurred. In January 2016, the People's Bank of China increased the transparency of the regime and subsequently the renminbi has depreciated further ( Figure 7 ). 
Terms of Trade and Exchange Rate
One of the key factors influencing the Australian economy over the past 13 years has been the rise and subsequent fall of the terms of trade (Figure 8 ). This was driven by the development of China, which drove up demand for Australia's major exports, resources, and the subsequent supply response. In the June quarter 2016, the terms of trade was 34 per cent below its September quarter 2011 peak.
In the second half of 2016, spot prices for the bulk commodities, namely iron ore, thermal and coking coal, increased sharply ( Figure 9 ). The most substantial increases have been for coking coal, which together with iron ore is used in the production of steel. Contributing to these increases have been several factors, such as supply disruptions at Australian mines, measures to curb China's domestic production (see RBA 2016a) and Chinese Government's infrastructure spending and the property market (which have stimulated steel demand). Given the role of supply-side factors, it seems unlikely that such high spot prices will persist in the medium term, although in the near term further increases in the terms of trade are possible.
Australia

Economic Activity
Many of the trends evident in recent years persisted in 2015-2016. Real GDP growth considerably outstripped that in domestic final demand, primarily reflecting a large contribution to growth by net exports (Figure 10 ). In the September quarter, output declined, in part due to temporary factors such as wet weather impeding construction. Nevertheless, GDP was 1.8 per cent higher over the year.
One place where the transition has been evident is residential investment. While only a relatively small component of output (approximately 5.5 per cent), it grew by more than 7 per cent over the year to the September quarter. Developments in the housing market are considered further in Sub-section 3.5. The transition has also been evident in a pick-up in non-resource exports, such as services ( Figure  11 ).
An important aspect of the mining boom was a substantial increase in investment to boost capacity. In the last few years, following the peak in the terms of trade, mining investment has fallen considerably, which continued in 2015-16. The recent increases in commodity prices are unlikely to spur new mining projects (RBA 2016a). The Australian Bureau of Statistics (ABS) Capital Expenditure Survey (CAPEX) suggests that a further substantial fall will occur in 2016-17 ( Figure 12 ). Thereafter, it seems likely that further falls will be more modest, as a considerable amount of the adjustment has already occurred (the Reserve Bank of Australia (RBA) estimates approximately 80 per cent of the probable total fall; Kent 2016b).
An increase in non-mining investment would help offset the drag on growth from falling mining investment. However, in 2015-16, nominal non-mining investment grew only moderately and in the September quarter was just slightly higher over the year (in trend terms). This is despite measures in the federal budget designed to support small business investment, the further easing in monetary policy and business sentiment, as measured by the National Australia Bank's Monthly Business Survey, being at or above average levels. One factor for the subdued non-mining business investment may be high and sticky hurdle rates being used by firms when assessing investment opportunities (Kent 2014) . Other factors that have been raised include heightened uncertainty and risk aversion, the shift towards the services sector and low productivity growth (Kent 2016b) .
A positive development for the outlook for non-mining investment is that a leading indicator, trend non-residential building approvals, improved in the second half of 2016. Alternatively, business credit growth has slowed and nominal non-mining investment intentions in the CAPEX survey instead point to little change in 2016-17. Coverage issues, however, limit the usefulness of the CAPEX survey as an indicator for the non-mining sector (see Berkelmans and Spence 2013) .
A further contributing factor might be that firms are delaying investment until a sustained upswing in demand is evident. Consumption growth was subdued in 2015-16 and soft in the September quarter, with weak wages growth restraining household income growth. The shift towards part-time employment, which is discussed further below, may have also been a contributing factor. The trend household saving ratio fell in the second half of 2015 and has been broadly unchanged thereafter ( Figure 13 ). It remains well above the particularly low levels reached prior to Global Financial Crisis (GFC). Looking forward, consumption growth is likely to remain below-average, held down by the subdued outlook for wages growth.
Resource exports are likely to remain an important contributing factor to overall output growth in the coming year. The composition of the growth in resource exports, however, is likely to change. The Department of Industry forecast that LNG production and exports will increase by nearly 40 per cent in 2016-17 ( Figure 14) (Office of the Chief Economist 2016). As the employment needs of such an increase in production are likely to be modest (see Plumb, Kent and Bishop 2013 ), this will support labour productivity growth. Australia is poised to become the world's largest producer of LNG (Heath 2016) .
The falls in the terms of trade that occurred in 2015-16, stemming from declines in commodity prices, weighed on national income and the federal government budget was also adversely affected. The recent gains in commodity prices alternatively will at least temporarily boost nominal income growth; in the September quarter, it outstripped output growth for the first time since early 2012 ( Figure 15 ).
Labour
The unemployment rate improved over the first 10 months of 2016. It moved down from approximately 6 per cent at the beginning of the year to be around 5.7 per cent in November, a level slightly above estimates of non-accelerating inflation rate of unemployment (NAIRU), although these are inherently imprecise (Figure 16 ). 4 Looking across the states, the improvement reflects falls in the unemployment rates in New South Wales and Victoria, which is unsurprising as they have the strongest performing economies, but also South Australia (Figure 17) . At the beginning of 2016, South Australia, which is exposed to the manufacturing and mining sectors, had the highest trend unemployment rate in the nation; in November, this had fallen to 6.7 per cent, broadly in line with Western Australia. In contrast, the unemployment rate was the lowest in New South Wales (4.9 per cent). There was little change in the unemployment rate in one of the resource-intensive states, namely Queensland, whereas in Western Australia it has increased and in both it is considerably higher than several years ago.
Underlying the improvement in the unemployment rate, however, were some less encouraging trends. First, the participation rate also decreased, with the improvement that occurred in 2015 now largely unwound (Figure 15 ). Overall, the employment to population ratio has decreased by around 0.3 percentage point. While the ageing of the population will tend to lower the participation rate, the change this year is too rapid to be the driving factor. A second less encouraging trend has been a shift in the composition of employment growth towards part-time employment (Figure 18 ). While a change in preferences by workers to part-time work could be a factor, it should also be noted that such a divergence has occurred during most periods when the economy's domestic demand has slowed considerably. The RBA has suggested weakness in labour demand has been the main contributing factor (RBA 2016a). The shift towards part-time employment has resulted in average hours worked declining and an increase in the proportion of young workers (those aged 15-24 years old) working less hours than they desire (Figure 19 ).
Focusing on the change in employment from August 2015 to 2016, the largest decrease was in retail trade (38,000 persons) ( Table 2 ). While employment in the retail sector declined in all age groups, except those aged 60 plus, the largest fall was in those who were 15-24 years old ( Table 3 ). The fall was concentrated in full-time positions. Mining sector employment continued to decline and the fall was entirely in full-time positions. On the flip side, employment in professional, scientific and technical services increased the most of any industry, with around two-thirds of the positions fulltime. The shift towards part-time employment, however, was evident in a range of industries. Interestingly, growth in employment was more concentrated in those at either end of the age spectrum, compared to the previous year, at the expense of those aged 25-44 years old ( Table 3) . The improvement in the unemployment rate in 2016 has not resulted in stronger wages growth. Growth in the Wage Price Index slowed further, and in year-ended terms, in the September quarter was the slowest on record (Figure 20) . The slowing was in both private and public sectors. Analysis by the RBA and ABS of data used to construct the Wage Price Index showed that the frequency and magnitude of changes in wages have declined in recent years (Bishop 2016; Lowe 2016) . Nevertheless, real consumer wage growth has remained positive due to the exceptionally low rate of inflation. Another impact of the low wages growth is that it will weigh on taxation receipts. In all, it appears that slack still exists in the labour market and probably to a greater extent than indicated by the unemployment rate.
Inflation
Underlying inflation fell below the RBA's target band of 2-3 per cent in 2015-2016 (Figure 21 ). Several factors have been attributed by the new RBA Governor, Phil Lowe, as having restrained inflation. These include: (i) the presence of spare capacity; (ii) the low level of commodity prices; (iii) decreased pricing power due to globalisation; and (iv) the financial crisis increasing concerns about job security (Lowe 2016) .
Unit labour costs, namely wages adjusted for productivity growth, and import prices are two important determinants of inflation. Year-ended growth in unit labour costs has now been negligible for several years due to the weak wages growth coupled with productivity increases (Figure 22 ). Import price inflation, while volatile, has also been subdued and recently has been negative.
Financial Markets
In 2015-16, Australian financial market conditions continued to be driven by global, rather than domestic, events. In particular, a global environment of low interest rates and volatile share markets set the backdrop for Australian financial conditions. Long-term bond yields in major developed economies remained at record lows in recent times as global economic activity fell below expectations and investors sought safe havens amid high volatility in share markets (Figure 23 ). Similarly, yields on long-term Australian Government securities declined further in 2015-16, reaching a record low since the beginning of inflation-targeting. Since around the US election, US yields have increased, reflecting perceived improved growth prospects and possibly concerns of higher future government deficits. Australian yields have also increased and it is unclear to what extent these increases in both countries will persist. The resulting rise in costs of funding for Australian banks has led to some increases in lending rates, independent of monetary policy. A noticeable common feature amongst international government bond yields is the downward trend since the onset of the GFC. Lowering long-term yields was an aim of some of the unconventional monetary policies adopted during the crisis. Rachel and Smith (2015) attribute the trend decline, in part, to slowing global growth and, in part, to shifts in saving and investment preferences. They also suggest that the persistence of these forces could lead to a new lower global neutral real rate of around 1 per cent in the medium-to-long run. Figure 23 also shows, aside from the common negative trend, positive spreads have existed between the Australian bonds and the three global benchmarks. These positive spreads result from a combination of differences in: (i) current policy rates; (ii) expected inflation; (iii) expected longer term growth; and (iv) sovereign risk profiles. Given that all are investment-grade, long-term bonds, the current spreads are primarily a reflection of different expected inflation and growth. Heightened volatility in the Australian share market in 2015-16 reflected the uncertainty surrounding three major global events: (i) the global sell-off in early 2016 amid investors' fear of slowing global growth; (ii) the Brexit decision in late June 2016; and (iii) the US presidential election in early November 2016. A measure of stock market volatility is the VIX. This is constructed as implied volatility from stock index option prices and indicates investors' real-time expected market volatility in the next 30 days.
The Australian VIX is strongly correlated with its US counterpart, the Chicago Board Options Exchange VIX, suggesting that the volatility in Australian share markets in 2016 is almost entirely shaped by global conditions (Figure 24) . Nevertheless, the heightened volatility in domestic financial markets may have been a contributing factor to non-mining investment in Australia remaining lacklustre.
The Residential Investment Upswing
The transition in sources of growth has been particularly evident in the housing sector. Residential investment is usually a highly volatile and cyclical component of output (Figure 25 ). The most recent upswing, however, follows a period where overall there was little growth. For example, the level of real residential in 2009 was similar to that in 2003.
The upswing in residential investment has not been uniform across the states and most recently it has been concentrated in the eastern seaboard. The growth in New South Wales follows a protracted period where residential investment was below the levels of the early 2000s, both in per capita terms and as a share of state final demand (SFD) (Figure 26 ). In contrast, in Victoria, residential investment was at or above those levels and has increased further.
The states most impacted by the downturn in the mining sector, namely Western Australia and Queensland, have shown different trends. Prior to the GFC in both states, residential investment was at a particularly high level in per capita terms (Figure 26 ). While it presently is lower, it remains elevated. Its increase as a share of SFD since around 2013 is, in part, due to falls in mining investment. Recently, residential investment has been growing strongly in Queensland, whereas it has been falling in Western Australia.
The upswing in residential investment has been primarily concentrated in buildings other than detached dwellings (houses), such as apartments (Figure 27 ). The magnitude of this increase in the construction of dwellings other than houses is substantial (Table 4 ). An example is that commencement of construction of these buildings in Victoria in 2015 was around 8 per cent of the occupied stock in 2011.
This expansion is not yet over. Figure 28 shows that smoothed building approvals for private dwellings other than houses (including both alteration and additions to existing buildings and new construction) per million persons at the end of 2015, while having peaked, was at a high level in all of the eastern seaboard states.
A fundamental factor that drives residential investment is population growth. Since the second half of 2012, Australia's population growth has generally slowed. This slowing has been particularly pronounced in the mining states, especially Western Australia. Victoria presently has the strongest population growth in the country (Figure 29) . 5 Another fundamental factor contributing to the upswing has been the historically low level of interest rates. Additionally, a preference shift towards smaller dwellings or closer proximity to major commercial districts could also be contributing. One aspect of this may be baby boomers trading down to apartments.
Investment by foreign nationals (particularly Chinese) in higher density housing has also been widely discussed in the popular press as adding to demand. Unfortunately, it is difficult to quantify its importance.
Apartment prices have shown resilience in the face of this rapid increase of supply and prospects of its continuation in the near term (Figure 30) . Growth over the year to the September quarter remained positive in the three cities with the largest growth in supply: Sydney, Brisbane and Melbourne. Prices growth, however, has slowed, particularly in Sydney, where both house and apartment prices previously were growing particularly strongly (Figure 30) . 6 In Perth and Darwin house and apartment prices have fallen over the year.
In late 2014, the prudential regulator, the Australian Prudential Regulation Authority, introduced new policies in an attempt to enhance the quality of residential lending. This included, amongst other measures, a 10 per cent ceiling on investor credit growth. Subsequently, investor credit growth has slowed markedly (Figure 31 ). The RBA (2016c) showed that banks' exposure to mortgage losses is likely to be small unless the price falls are large.
The broader macroeconomic impacts of a fall in apartment prices include that it would dissuade further residential investment, which might be amplified by a tightening in lending standards by financial institutions. The adverse impact on household wealth could dampen consumption growth.
The RBA has also repeatedly expressed concerns over the commercial office property market (see, for example, RBA 2016c). This was a source of financial instability in the late 1980s. In recent years, while differences exist across cities, in aggregate, prices have risen strongly despite little growth in rents.
Concluding Remarks
The Australian economy in 2015-16 continued the transition in sources of growth that has now been underway for several years. Unfortunately, this transition has remained narrowly based. It has primarily been in residential investment and some non-resource exports, such as services. Nominal non-mining investment grew only moderately in 2015-16. While the drag on output growth from falling mining investment may well lessen in the coming year, ultimately what is needed is for the pace of non-mining investment to increase. It is difficult to know when this will occur-it could require an accompanying sustained pick-up in consumption growth to underpin it. In an environment of low wages growth, this seems unlikely.
The recent strength in commodity prices will support fiscal revenues, although it is highly uncertain to what extent these price gains will persist. On the flip side, low nominal wages growth will be a drag on revenues. While the need to undertake fiscal consolidation remains as the federal government is running a structural deficit, the fiscal position is such that further measures could be undertaken in the near term to promote non-mining business investment and thereby broaden the sources of growth (Figures 32 and 33) .
The main risk to the outlook remains the Chinese economy. Concerns exist over the rapid increases in house prices in major Chinese cities and the stability of its banking system. Another uncertainty is which of President-elect Trump's pre-election promises translate into policies. Some, such as a boost in infrastructure spending, potentially could support commodity prices, benefiting Australia, whereas a shift towards protectionist policies could have adverse impacts.
Overall, it seems likely that, in the near term, domestic demand growth will continue to be modest and, at best, improve only gradually, with growth in exports supporting overall output growth. 
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